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PROFITS AND THE RESIDUAL THEORY. 

If I may be allowed to join in the discussion of Presi- 
dent Walker's valuable theory of distribution, I wish to 
premise that I regard his wider application of the princi- 
ple of rent as a most valuable contribution to economics, 
capable of further extension than he has as yet chosen to 
give to it, — extension, indeed, to all the four kinds of 
income. In saying this, however, I must not be construed 
as denying the validity or as underestimating the impor- 
tance of the distinction between land and the other pro- 
ductive forces, but only as believing that the distinction 
does not consist in the limitation of the principle of rent 
to land. The proper demarcation of land appears to me 
to be this : the influence of the principle of rent is both 
permanent and paramount in determining the income aris- 
ing to the owner of land. It is only temporary and sub- 
sidiary in other cases, — temporary, because its existence 
is due to removable restrictions or limitations, or because 
the exceptional facilities for production, being personal, 
end with the life of the individual possessing them ; and 
subsidiary, because the incomes obtained from the indus- 
trial activity of labor, capital, and enterprise are affected 
rather than governed by the principle of rent, which domi- 
nates wholly the return for land. 

Such a problem as the division of an employer's income 
into its component parts is necessarily a difficult one. It 
can, perhaps, be made easier if we find some concrete ex- 
ample in which the incomes obtained are homogeneous. 
An instance is afforded by certain corporations, to the 
stock of which men of undoubted credit have subscribed, 
but have not actually paid in anything, having been 
able to borrow on the bonds of the corporation sufficient 
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capital for the conduct of the business. We should have 
here, perhaps, the landlord in receipt of rent ; the em- 
ployees of the company in receipt of wages and salaries, 
included among whom, it is important to observe, the 
captain of industry would be found ; and the capitalists in 
receipt of interest on their bonds. Now, will stockholders 
be found for such an undertaking, if enough to pay these 
incomes is all that is expected from the enterprise ? The 
whole business is based upon the stockholder's credit. 
The enterprise is theirs ; and it is from their pockets that 
a deficiency, should one occur, must be made up. Such 
a liability as this will never be assumed on a merely even 
chance of getting out whole in the end. There must be 
a preponderance of the chances of gain over those of loss. 
Profit is simply the price paid by society for the assump- 
tion of business risks, just as interest is the price for ac- 
cepting what Bohm-Bawerk calls " future goods " in place 
of " present goods." If so, " enterprise " is as well en- 
titled as land, labor, and capital to be considered a produc- 
tive force. 

But, while President Walker, despite his habit of con- 
sidering employers as merely captains of industry, would 
probably be one of the last to deny that the above is a 
correct definition of " pure profit," he would yet insist, and 
insist very properly, that the principle of rent is as appli- 
cable to " pure " or " net " profit as to the other constitu- 
ents of the employer's income. The wages of superin- 
tendence will vary with the personal ability shown in 
organizing and directing labor. The pure profit will vary 
with the personal ability shown in the selection of busi- 
ness risks. It is undeniable that the principle of rent acts 
with equal force on both these kinds of income. 

But this proves altogether too much. If the principle 
of rent becomes active wherever there are differences of 
personal efficiency, all forms of wages are influenced by 
it as well as the wages of superintendence and pure 
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profits. It follows that, if the existence of such an influ- 
ence eliminates profits and wages of superintendence as 
elements or determinates of cost, it eliminates wages also ; 
and interest is left as the sole element of cost, rent being 
already admittedly excluded. 

It is not open to President Walker to reply to this 
reductio ad absurdum by saying, " Nothing will be paid 
for the use of the poorest land that will continue under 
cultivation, but some wages will be paid to the most ineffi- 
cient and expensive laborers required to supply the prod- 
ucts effectually demanded. What is so paid in wages is 
certainly an element of cost." This is true ; but is it not 
as true that something in the shape of wages of superin- 
tendence has to be paid to the most inefficient captain 
of industry, sustained in business by the urgency of the 
demand for what he produces? When these wages of 
superintendence are actuallj^ handed over in the form of 
a salary, such salary is always recognized as an element of 
cost. Does the fact that a captain of industry is his own 
employer alter the case ? True, such wages are risked ; 
and, like all things risked, they are sometimes lost. But 
the same is true of the interest on the employer's own 
capital. That, too, is risked, and sometimes lost; but 
will any one assert because of this that there is a class of 
" no-interest " capitalists, and thus eliminate interest as an 
element of cost? 

The case of pure profit is, indeed, a little different. 
There is a body of no-profit enterprisers and business men. 
And there is also a body of them, still more unfortunate, 
who make losses in excess of gains. Why is not this 
class of losing employers selected as the one which deter- 
mines the cost of production? The reply is, of course, 
that the fact of their being persistent losers is evidence 
that they are in process of elimination, being worse pro- 
ducers than the exigencies of the industrial situation jus- 
tify; for, if they were needed, the price of their product 
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would surely advance until their trade afforded them a 
living. But every one demands from the business in 
vrhich he engages a living suitable to his habits and sta- 
tion. If the losing class of employers and the no-profit 
class are in process of elimination, so also is the too 
small profit class. If the analogy between rent and profit 
is to be consistently carried out, the receivers of profit who 
have an influence in determining cost must be those who 
earn for themselves the lowest average of profit which 
will insure their continuance in business. What such 
rate shall be varies at any given time for different occupa- 
tions according to their hazardousness and disagreeable- 
ness, at different times for all occupations in accordance 
with the state of trade, and for different individual en- 
terprisers according to their habits of personal and family 
expenditure. But, indeterminate as is the amount or the 
rate of this lowest sufficient profit, it must be an element 
of the cost of producing the portion of the product created 
under the greatest disadvantages justified by the extent of 
the demand. Profit cannot therefore be eliminated from 
among the determinants of cost. 

The fact remains, however, which President Walker 
was chiefly concerned in establishing, that profits obtained 
in excess of this " lowest sufficient profit " are the effect, 
not the cause, of prices, which are due to the inefficiency 
of producers just within the line of elimination. But, in 
emphasizing and illustrating this important fact, I cannot 
but think that President Walker has considerably exag- 
gerated the differences in the rates of profit enjoyed by 
business men. These differences are much less than such 
a comparison as he institutes between individual failures 
and successes would indicate. In the first place, gains 
obtained through monopoly, breaches of trust, and stock- 
gambling, are not industrial incomes at all. The incomes 
of a Gould or a Rockefeller, or of any speculative director, 
are no more " profits," in the economic sense of that term. 
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than the spoils of mediaeval robber barons or the winnings 
of gamblers. Next, the ordinary method of calculating 
profits as a percentage on the capital owned by the en- 
trepreneur is misleading. The real rate of profit in any 
business, so far at least as the interests of society at large 
are concerned, is the percentage on all the capital em- 
ployed in it. Thirdly, the implication with which Presi- 
dent 'Walker's exposition of the matter seems fairly 
chargeable, that all men who finally fail in business be- 
long to the no-profit or the losing classes of entrepreneurs, 
is unwarranted. Many, at least, of these unfortunate per- 
sons have run behind as the result of outside speculation 
or of extravagant living, not because their business yielded 
them no income. Allowing for all such circumstances, it 
is safe to assert that the rate of profit does not vary nearly 
so much as President Walker seems to imply. But, after 
correcting any such exaggerations, it remains true that 
the improved methods by which successful entrepreneurs 
have made fortunes for themselves result finally, when 
generally adopted by their competitors, in lower prices, 
and not in a higher average of profit. 

From this economic tendency President Walker de- 
duces the important corollary that the laboring classes 
are the residuary legatees of all advances in material civ- 
ilization. This proposition that wages are the industrial 
residuum, instead of profits, which have hitherto been so 
considered, affords, if it can be proved, a satisfactory de- 
fence of our present industrial organization against the 
attacks both of Marx and of George, and a good ground 
for the rejection of all socialistic schemes. 

But, in the first place, is the antithesis here set up more 
than an apparent one ? Profits are properly spoken of as 
a residuum, being that share of an actual product, the defi- 
nite amount of which is the last to be determined. Any 
increase in the value of the product, or any saving of the 
expected expense that occurs after the other shares have 
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been paid over or agreed upon, will of course go to profits. 
But, when the increase or saving is expected before these 
other shares are agreed upon, it may be divided in various 
proportions between them. When speaking of profits as the 
residuum, no one has ever intended to imply that all the 
benefits of an increase of production are finally absorbed 
by that kind of income. But, if I understand him aright, 
this is just what is laid down as to wages by President 
Walker. His proposition seems to be that, as the sum of 
rent, the rate of interest, and the rate of profit are either 
eliminated as elements of cost or are absolutely deter- 
mined by the environment at any given time, it follows 
that wages, being the only flexible determinant of cost of 
production, must absorb all of any increase in the value 
annually produced. 

It can be proved, I think, that wages also are deter- 
mined by the environment, and are really no more flexi- 
ble than other forms of income. Professor Patten has 
shown this to be the case in the static state. But, with- 
out entering into a discussion of this wide subject, is not 
another error committed in the assumption that the ag- 
gregate income of capitalists and the aggregate income of 
enterprisers increase or decline in complete accordance 
with the rise or fall in the rates of interest and profit ? 
These aggregates of income are really the product of two 
variables, — the rates of interest and profit and the amount 
of capital on which such rates are obtainable. As a mat- 
ter of theory, these two factors influence each other and 
must always vary in opposite directions. As a matter of 
fact, it is the latter which is the more important of the two. 

The supply of capital depends upon the demand for 
capital just as exactly as the supply of any commodity 
is adjusted to the demand for it. The rates at which 
people are willing to save and to risk capital being given, 
the amount of capital accumulated will depend wholly 
upon the field for its investment. Widen the opportu- 
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nities, and accumulations will continue to be made until 
such field is fully occupied. Narrow them, and the 
rates of interest and profit will surely sink below the 
point of sufficient inducement for saving and enterprise. 
But in any given community a much larger amount of 
capital can find employment at ten per cent, in interest 
and profit than can be used at twelve per cent. Thus it 
might well be that for each |1,000 of capital that could 
find satisfactory employment in any community in which 
the current rate was twelve per. cent, S2,000 could find 
satisfactory employment if the satisfactory rate of inter- 
est and profit combined should fall to ten per cent., 
and $4,000, perhaps, if the rate should decline to eight 
per cent. In such case the aggregate incomes of the 
capitalist and employing classes would increase in the 
ratios of 120 : 200 : 320, at the same time with the de- 
cline in the rates of interest and profit from twelve per 
cent, to ten and eight per cent. Now, something ex- 
tremely like this has happened, and is happening, in all 
progressive countries. It may be asserted, at least as an 
empirically established law, that, when different commu- 
nities are compared or when the present industrial condi- 
tion of any people is contrasted with its past conditions, 
the lower the rates of interest and profits, the larger their 
aggregate amount, not only absolutely, but relatively to 
wages. In other words, the lower the rates which capi- 
talists exact for the use and enterprisers for the risking 
of capital, the larger their accumulations will be, aud the 
larger their proportion of the total annual power to pur- 
chase commodities and services. Thus, so far as can be 
determined by existing statistics, in the England of to-day 
the proportion which wages bear to the other forms of in- 
come combined is that of 45 to 55 per cent. Surely, in 
no other country, with the possible exception of Holland, 
and in no past period of England's history, has the labor- 
er's share of the total product been less than this. In 



394 qUABTERLT JOURNAL OF ECONOMICS 

our own country this share is perhaps sixty per cent, in 
wages against forty secured by the propertied classes in 
rent, interest, and profit. 

So far as the progress of invention and the decline in 
the rates of interest and profit enables machinery to sup- 
plant labor, the resulting gain accrues wholly to those 
who produced it, — the owners and controllers of capital. 
Wages cannot absorb this gain finally, for that best of all 
reasons that they can never get any of it at all. This 
gain, in which laborers as such can never have the least 
share under the present industrial regime, and to which 
they are not entitled if abstinence and risk are to be 
rewarded at all, is so considerable as to insure to the prop- 
ertied classes a constantly increasing proportion of the total 
annual revenue of society. This alone should prevent 
us from considering wages as the industrial residuum. 
The phrase, if allowable at all, must be limited to such 
benefits as arise from the cheapening of production. 
Now, is it true that a tendency exists for wages to absorb 
finally the whole, or even the greater part, of the bene- 
fits of cheapness? I believe that the laborer's share in 
such benefits is always less than that of the other classes. 

Some writers, among them Mr. Atkinson in his recent 
articles in the Forum, contend that, as the rich pay the 
laborers for producing all that the rich consume, therefore 
everything produced is really consumed by wage-earners. 
Does not the doctrine that wages are the residuum really 
involve this same bit of logic ? Laborers can only benefit 
by the cheapening of products to the extent to which they 
are consumers. To obtain the whole benefit, therefore, 
laborers must be the only consumers of cheapened prod- 
ucts. This, of course, is not what so able a man as Presi- 
dent Walker intended to say. If I understand him aright, 
his doctrine really is that to the extent in which the em- 
ploying and capitalist classes find they can live on less 
as comfortably as before, to the same extent will they be 
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able and willing both to save and risk capital for a smaller 
inducement, and thus will transfer to laborers indirectly 
all the benefit which they fail to obtain directly as con- 
sumers. Wages, then, will not be the industrial resid- 
uum, unless the " standard of living " of the propertied 
classes is fixed. But have we not had enough of this 
assumption as true of any class ? No one any longer pre- 
tends that laborers cannot or will not expand their de- 
mands upon life as opportunities are afforded them. This 
is even more true of the richer classes. If, therefore, as 
we have seen to be the case, causes are at work increasing 
the income of the propertied classes faster than the income 
of the receivers of wages, the benefits of increased cheap- 
ness will be divided between rich and poor in proportion 
to their increase of income ; and the greater part of such 
benefit will go to the augmentation of rent, interest, and 
profit rather than of wages. 

But this by no means ends the indictment that can be 
brought against the doctrine of wages being the industrial 
residuum. So far we have proceeded upon the assump- 
tion that consumers benefit from cheapness in proportion 
to their incomes or ability to consume. The truth is that 
the distribution is in accordance with their actual con- 
sumption. There are powerful tendencies at work which 
discriminate against laborers in this particular. When we 
speak of wages as real, we mean wages as computed in 
their power to purchase such things only as laborers actu- 
ally buy. A cheapening of such commodities as dia- 
monds, fine paintings, statuary, of luxuries generally, does 
not affect real wages at all ; but it does increase real rent, 
real profit, and real interest (if I may be allowed to coin 
the three terms). If, then, as is undeniably the case, the 
products consumed by the rich have cheapened more rap- 
idly than those consumed by the poor, a comparison of the 
money incomes of the two classes fails altogether to indi- 
cate the real distribution of the material gains of advanc- 
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ing civilization. Since a large proportion of the incomes 
of the laboring classes is expended for food, and the bal- 
ance of their expenditure is for coarse manufactures, the 
cost of which is so largely composed of raw material, it 
is certain that the real purchasing power of wages has 
not increased in anything like the proportion of the power 
of rent, interest, and profits to purchase such things as 
their recipients have occasion for. These things are 
largely highly wrought products, whose cost of produc- 
tion has not been increased by the action of the law of 
diminishing returns, but has, on the contrary, been won- 
derfully lessened by the application of machinery and im- 
proved methods. 

The proper reply to the indictment of the competitive 
system is neither that of Mr. Atkinson, that laborers now 
get nearly everything produced, nor that of President 
Walker, that they will get the whole finally, if they allow 
the present system to work itself out ; but that, as free 
competition insures the reward of each kind of industrial 
effort, being, in the long run, in proportion to the inertia 
to be overcome, distribution, as actually effected, is just 
and proper, because it insures us the largest total product 
attainable by competitive methods. The partial suppres- 
sion of competition by the State may indeed result in a 
greater and more evenly distributed product. But this 
must be shown by the socialists, first theoretically, and 
then by cautious and tentative experiment, before they 
can be intrusted with the industrial development of 
society. 

Fkedeeick B. Hawley. 



